
in the Godwin. Report (page 48·FN 3) that.

·SUl»porting evidence for low incidence of turnov.r at

TELCO relative to national av.rag. can b••••n by the

hi&h.r av.rag. ag. and past s.rvice of TELCO .mploy•••

r.lativ. to av.rag. age and ••rvic. of national working

pGl)ulation. •

The point her. 1a not that there have been ·blatorical

patt.~ of long.r service life and bilber average age for

TILCO • .,loy•••• • but rath.r that the curr.nt ag./••rvice

charact.riatics of TELCO (a,e - 41.6 / ••rvic. - 16.6 ... of

1/1/91) provide .videnc. of low eurnover rate, (1. •. ].a

tumour rat•• in the put prp4w;.d the curr.nt deaographic

ukaup of the group). lac.nt downaizin, could not haft

contribut.d to producing the.. a,./.ervic. charact.ri.tics

becaus. r.c.nt ataff r.duction. aIIOl\I the LEea w.r. DSl.t

acc.-pUah.d throu&h layoffa aIIOng the young.r ahort-a.rvic•

..,loy••• prior to 1991.

Whil. the above concept 11 well known aIIOng prof...ional

aceuari.a. we hav. perfor.ed .0.. additional analy.i. and

provided a .or. detail.d .xplanation below, Which should

uka our point sa.evbat clear.r.

!be -.era.. a,. and ••rvice of aD -.ploy.. groUl» i. not a

.s.ple fUDCtion of withdrawal rate., but hi&h.r withdrawal

will ,enerally push down av.rag••. 1

2 ". r.:t IbIt .. avtIII' .. of. papuledm will mi. ifaxtllicy~ are ...-.s is obYiou.
It .. aIIo be.,.. ..... 1iIaiIw effect ocean ill. CG"",', -papal";"'-. AIA..,&o,. JI'OUP
_aill from -.-... tIftninerim aill~ eo axtaIicy ill .....
popul"ioD. PapPI powda. .. powda of" &1m. elXlDDIIIic qdI aD a&ct ....
..awnae ...of~,wtaidl II COINIpCBI to'" ill pop»letjon.
s-. .. calculadcw for TELCO bI-s OIl VW'J ..........,. vmaac- ill
powda of &naI c:aDOt bide .. effect of witbdrawl1l.
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Calculatio~ were performed to test the hypothesis that the

-T, / T? choice of withdrawal tables was conabtent with the

observed differentials between average age and average

service of TELCO compared to the nation as a whole. With

hire age and retire.ent age as paraa.ters for calculating

the average age and average .ervice of stationary

populationa resulting fro. T2 • T.. and Til based upon all

retire..nts at a given retire..nt age and all hire. at a

given hire age, the table in Appendix B clearly indi~ates

differences that are not only conaistent with the results

.hown in the Godvina aeport. but in fact suggest that the

difference. in turnover rate. between TELCO and the re.t of

tha U.S. working population ..y be even greater than T-2

versu. T-6.

For exaaple, if one were to look at a cOllpany that hires MW

ellployees at an average age of 27, that exp.rience. turnover

rates equal to T-2, and retir...nts at age 62 (a .ituation

not unlike TELCO). one would find that after this cOllpany

..cures it can expect to have an ellployee population with an

average age of 41.54. and an average past service of 14.54

years. If, inatead, turnover rates equal to T-6 were

applied, the average age and service of the population would

be 38.80 and 11.80, re.pectively. This theoretical

difference, between populationa subject to T-6 and T-2, is

actually 1... than the ob••rved difference. in age/.ervice

characteristics betw.en TELCO and the non-TELCO firms (.ee

page 47 of the Godvina aeport). While TELCO and the rest of

the GNP have different retir...nt patterna, it can be seen

fro. the table that difference. in average retire..nt ages

have only a ainor illpact on the basic re.ult.

Finally, it .hould be noted that the .enaitivity analysis

perfor.ed by Godvina is".are than sufficient to allow for

any potential understate..nt of TELCO's turnoVer rates. On

-14-
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pase. 34 and 35 of the Godwins Report, it is shown that even

if the .ame turnover rates were uaed for both TELCO and the

re.t of the working population, the relative lmpact of SFAS

106 on GNP, cOllpared to TELCO, would only increase froll

28.3t to 34.6t. As noted on pase 40 of the Godwins Report,

overall re.ult. are shown \Uing value. for this relative

t.pact, ranging froll 17.8t to 44.5t.
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C. AccurlCy ape! ,.lilbility of ' ••ult.

There were two obj ections rlised with respect to the overall accuracy and

reliability of the Godwins findings th.t l.bor co.ts of non-LEe firm. sponsoring

retiree medic.l pl.n. will incre••• 3.19' •• a r ••ult of SFAS 106.

AT&T CopttntiOD 
(pp. 9 . 10)

' ..ponlt -

-Th. re.ults of th. Godwins Study dep.nd on ell. c.lculation
that the .doption of SFAS 106 will iner•••• l.bor co.ts by
3' for firaa incurring OPEl .xp.ns... Th. 3t ••timate is
deriv.d uaing nuaeroua factor., .ach .ubj.ct to .rr,or as
not.d in Godwins' s.ction on ••naitivity of r ••ult. (pp. 34
43). Th. cUIIU1.tiv. illp.ct of r.asonabl. vari.tions in .ach
f.ctor r.nder. the 3' ••tLaat••uap.ct.-

It is preciltly the Itnsitivity analy.is ref.rred to by AT'T

that giv•• ua gr••t confidence in ell. robuatne•• of the

botto. line r ••ult. In ell••xtr...ly unlikely .v.nt that

ell. Ictual iner.a.. in labor co.tI 11 II high a. S'

(.xtr...1y unlikely, b.caua••uch I r ••ult would require

that virtually ill of the factor. for which unc.rtainty

.x1lt.J have b••n aax1.mally under.tat.d)· th.n the tot.l

aaount of unr.cov.r.d SFAS 106 co.t. i. r.duc.d by I ••r.

12t (fro. 84.8t to 74.7t a••hown on pag. 41 of the Godwins

.tudy). Thua. th.r. can b. little doubt I' to the solidity

of ell. r ••ult•• and the Co..i •• ion can b. quit. confid.nt

that any unc.rtainty in the baaic r ••ult. of the actuarial

analy.1I will not have a significant .ff.ct on the final

r ••ult.

3 !Ie pp. 34-31 of OodwiaIllUdy.

4 Ia r.:t. ... care to be caa.-valive ill _w«jn.~ facIon to .... dill tbe impect
of SPAS 106 CIa GNP-PI WII, if _ydaiq. own&IIed. See, for eumpIe, tbe foIIowiDI in tbe
Godwiu Report:

• CaIes.I" of pNfuDlIiDa Idj.....t (pqe 19)
• "BU~u-.34)
• Av.... I'ItireaI.c ... for _-LECa u-. 35)
• DiK:uaIiml of 1Ibor COlt~. 1dj\lltJD!!Dt <...- 36-31)
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IICI Cont.ptiqp 
(Page 25)

' ..pon.. -

-In no plac. within the study is th.re an attempt to verify
the COlts of SFAS 106 to non-LEC firms.-

-The 3.19' increase in labor costs to non-LEC firms
providing OPEB does not square with oth~r estimate. of the
SFAS 106 costs..... This aaount is only 40' of the
••timate. by Warshaw.ky (in Ppstr.tire..nt Health B.n.fit
PlIDS ; Cp.ts and Liabilitie. for Private ERployers, No, 76
Finane. and Econo.ic. Di.cu•• ion ••ri•• , Division of
R.•••arch and Statistics, Division of Mon.tary Affairs,
Federal R.e.erve Board, Wa.hiDlton, D.C., JUDI 1989).-

MCl's cont.ntion is a gro•••ilr.pre••ntation of the facts.

It i. true that in the r.f.r.nc.d articl. Warshawsky does

••timate that, ba.ed on 1988 data, the auregate incr.a.e in

r.tir••••dical exp.nse due to the introduction of SFAS 106

would b. much higher than the 3.19' ••timated by Godvins.

How.v.r, de.pite the fact that W.rsh.w.ky is a well tr.ined

.cono.i.t and cl.arly undertook hi. r ••earch in a

r ••ponsible aanner, MCI h•• utiliz.d the re.ult. of th.t

r ••••rch irre.ponsibly. Sp.cifically, the follOWing must be

not.d:

(1) Warshaw.ky hiJuelf now recognize. that his original

••timat. v.. unr••li.tic.lly high, and h. hal

.ignificantly r.duc.d thi•••timate in hi. ~.t r.clnt

analy.is.'

(2) Even Warshaw.ky'. revis.d ••taat. is signific.ntly

hllher than oth.r 'Ur.,.t. ..timat.. produc.d by the

GAt1' and DIll' for the .... t1lll period. De.pitt this,

6 o..u AaxNlbn. Offic:e. HUIIIIIl~ DiviIioa. -Employee "'fits: CoaIpIIliM' Retiree
H_dI Liabilities Larae. Mv-=e Fund.iD& CoIdy, - J.. 1919. OA0IHID-I9-51.

7 Employee a-fit a-rdl'bllliture, -.. lad T..-II ill ....H_dlw...mce "'fits-, I.-e
Brief No. 84, November 19...
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KCl selected Warsh.wsley' s earlier estim.te and chose to

ignore both W.rsh.wlley's revision and other lower

.stimates. Th.s. other estim.tes are quite consistent

with the Godwins estimate, and .re fully encompassed by

the sensitivity analysis included in the Godwins

a.port.

(3) W.rsh.wsky's r.vis.d .stiaat. is it••lf too high

b.c.u.. his a.su.ptions r ••ardin. plan provis.ions I

actuarial a••u.ptions, &Del deaolraphics w.re wrong.

Th.s. .rron.ou. a••uaptions ar. described in gr.ater

det.n b.low.

(4) E.t1aates produc.d by W.rsh.wsky, a. well a. the GAO

and DIll. .r. all b.s.d on 1988 pl.n provisions ~ Th.

Godwins ••tiaat. is .ar••ccur.t. b.c.u.e it is baa.d

on 1990 plan provisions. which .re more up-to-dat•.

E.ch of th.s. points is discu.s.d in Ir••t.r det.il b.low.

In the ..t.ri.l r.f.rr.d to by KCl. W.r.haw.ley ••tiaat.d that .&lrelate

SFAS 106 co.ts in 1988 doll.rs would have b••n $67.9 billion. while .p.y

.s-you-Io· co.ts w.r. $14.5 billion. This n.t iocr•••• in costs of $53.4

billion tranal.t•• to .pproxiaat.ly 6.82' of 1988 tot.l comp.ns.tion' for

cov.r.d Ulploy•••• and dir.ctly corr••ponda to the Godwins .stiaat. of

3.19'.

• 1988 Total eo....·tirG for U.S. won.. wu $2921.3 biIIima.1bowIl iD die NOVIIIIber, 1991
Survey of eurr.a Busi_. B..t c. die GAO lIDdy, 26.'. of all wort.-aae covered by pbm
.abject to SFAS 106 (_ 21 of die GodwiDs RJport).~ M:COIdiq to WmbawIky.
Mditioaal SFAS 106 COI&I 53.4 + (2921.3 X .261) - 6.12. of COIIIF3rtic..

-18-
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Warshaw.ky now realizes that his earlier esti.ate wa, baled on an erroneous

demographic makeup of the total covered population (for example, the ratio

of active employees to retirees used wa, 3.8 to 1, which is far lower than

for the typical compan~). In his r.cent book (!h. Uncertain Progise of

Retiree Health Benefit', the Ail Prll' 1992), Warshawsky revises his

estimate of aggregate 1988 SFAS 106 accrued liability and expense downward

by 25' and 12'. r ••p.ctiv.ly. In this n.w study, th. a&lr'g.te est1aate of

SFAS 106 exp.ns. b.co..s $58.9 billion, Whil. ·p.y·•• ·you·lo· costs are

reduced to $11.3 billion. Thua the n.t iner•••• due to SFAS 106 of $47.6

billion now transl.tes to an increa,e of 6.08t of ca.pensation. As shown

in ite. (3) below, ev.n this e.t1aate is unreali.tic.lly high, du. to the

incorrect as.umptions th.t W.rshawsky r.li•• on.

(2) WarshlltlsJcy's r.vi••d e.UIMee is significantly higher thc1 other ,.tilMte.

of a"re.at' SFAS 106 co.t•.

Both the GAO and !Ill produc.d ••timat•• of SFAS 106 li.biliti•• , b••ed on

1988 dat., that can b. dir.ctly co~.r.d to th.t produc.d by Warsh.wsky.

W.r,hawsky'. r.yi••d •• timat. of $332.1 billion i., in f.et, 50t higher

than the GAO e.timat. of $221.0 billion, and 34' high.r than EBllI' s

••ti..t. of $247.0 billion. Whil. neith.r the GAO nor Ulll explicitly

calcul.t.d the iner.... in '&lr'g.t. annual .xp.ns. •• • r ••ult of SFAS

106, th.ir li.bility ••tiaat•• transl.t. to iner••••• of 4.05'- and 4.52'u

of comp.ns.tion, r ••p.etiv.ly. Both of th••• v.lue••r. w.ll within the

rang. of v.lue. \&I.d in the ••nsitivity analysis p.rforaed by Godvins.

Page 41 of the -Godwlns Report illuatr.te. r ••ult••••uming the aggr'gat.

iner.... 1n co.t. due to SFAS 106 r.ng. from 2t to 5t of total co~.nsation

of covered ~loy••• , Ev.n at th. v.ry high v.lue of 5t (high b.caua. this

9 SIs ......7 of tbI Godwias Report.

10 221 + 332.1 1 6.01" - ",05

11 247 + 332.1 16.01" - ".52
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v.lu., in .ddition to being materi.lly higher th.n both the GAO and £BRI

estimat•• , would .1.0 r.quir. that virtually .11 the f.ctor. outlin.d on

pages 34·37 of the Godwin. Report to h.ve be.n maximally underestimated),

the percentage of TELCO'. SFAS 106 cOlts that are not recovered, through

the GNp·PI incr•••••nd wage r.te r.duction, is only r.duced from 84.8' to

74.7'.

(3) W.rsh~.ky's r.vised e.timate is too hiab due to incorrect ..sumptions.

In c.refully r.vi.wing the ..thodololY .~loy.d by ~.rlh.w.ky, it b.comes

quit. cle.r why h••rriv•••t .gareg.t. co.t ••tiaate. th.t are so much

high.r th.n the GAO .nd the EBRI ••tiaat•• , •• w.ll •• the Goclvina

•• timate. S1aply put, the ..thodololY .~loy.d by ~.rsh.w.ky utiliz••

a••umption. reg.rding pl.n provisions, the deaogr.phic profile of the

cov.r.d popul.tion, .nd .ctuari.l •••umptions to b. us.d by co~.ni.. to

c.lcul.t. SFAS 106 .~.ns., that .re deaonstr.bly wrong. Sp.cific.lly, in

.stimating the SFAS 106 .ccru.d li.bility, ~.rsh.w.ky:

As.ua.. • -r•••onably g.nerous h••lth plan with low deductible. and

co·p.yments- for &1l co~an1e. (Pg. 92). A multitude of .urvey. (.e.,

for exa.pl., H••lth C.re for Retir.d Employee. by Betty Kalroy St.gg,

Th. Conf.r.nc. Bo.rd a••••rch Bull.tin No. 202, 1987) deaonstr.te th.t

this is .1aply not the c.... Kany cOIlp.n1e1 in f.ct provide quite a

bit 1••• than -r•••onably g.n.rous- b.n.fits. G In f.ct, using data

not .v.ilabl. to ~.rsh.wlky, the Goclvins ILl _thodololY w•• dev.loped

to .pecific.lly isol.t. the v.ri.tion of -g.n.rolity- aaong cOIlp.nies'

retir•• _dic.l plana.

12 S. .... 1 of Ibe o.ter.ce ao.ns rtpOrt cited Ibove lad .... 9-11 of Ibe Htwitt ",pi- 1990
Syrm of Reg. MwIigJ Bwfi".
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~su.es lifeti.. coverage for both the retir•• and his Ipouae, for All
cc.panies. 'nl18 18 clearly unrealiaCic, and contradicted by the

Conference Board saterial referenced abov•. D

A.llumes all active .aploy.es b.co.. eligibl. for full benefits at age

55. This al.o i. contradicted by the .tudie. ref.rr.d to above. w

~.u.e. mortality at 83 ~ rat•• whil• .any cc.p&n1.. continue to

allume high.r .crtality rat••.

Utilize. a l' .pread b.eween the discount rate and ..dical trend rate

cgwbined with a 4' p.r year aging factor.

As.umes a retire..nt age of 62.5, in contralt with the evidence of

average retire..nt age. b.ew.en 63.5 and 64, al .hown on pag' 35 of

the Codwina aeport.

Strong evidence that Warshawsky'. actuarial ..su.ptiona al to tr.nd and

mortality re.ult 1n unreali.tically high SPAS 106 costs can b•••en from

the fact that the LEC. uaed much 1aKIx COlt a••u.ptiona to calculate~

SPAS 106 co.t.. In fact, only 2 out of the 11 LECs on whom data wa.

collected uaed the 83 GAM table for th.ir SFAS 106 calculatlona, and the

average spread b.twe.n the discount rat. and the ult1aate tr.nd rat. for

the LECs' SFAS 106 calculationa 11 2.57•. Th1l 11 particularly cc.p.ll1ng,

given the fact that the r.spondent. to th. LECs' filings with the

Co.-ission have lndlcat.d that they b.ll.v. that the assu.ptlona used by

the LEe. qy.rstat. th.ir SPAS 106 accruals.

13 s. 7-1 of abe c:.c.ar..ce brei report.

14 s. 9 of abe Hewial ~iltelllUdy citad ill foaCDofI12 CIa abe prwviouI .....

1S 'I'M 1983 GAM IIIOIUlity tab&e ilabe IDOIt modem (1oMIt ........) curraly UIed for"'oo
valuatiou ill the UIliMd S~. While it wu publiIbed by abe SocieIy of~ ill October, 1983,
it .m bu DOt bem UDivenally IdopCed by .uolled~ for Ibeit ,....~.
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In addition to the proble•• cited above, Warshaw.ky also as.umes that the

dellOgraphic profU. of the entire covered population is a ·reasonably

mature and stable group· which is "typical of aany larg~ companies.· While

Warshawsky does not disclose the specific age and service characteristics

of this group, ba.ed on his state..nts we ~t a.s~ that it is older and

has longer service than the average covered group. (Note that the GAO

survey" reports that a very significant nuaber of retiree ..dical prograas

are sponaored by co~anies with less than 500 e~loyees.) .y utilizing a

deaographic profUe of such age/service character18tics, Warshaws)cy is

undoubtedly overstating aggregate costs seill fureher.

(4) All ehre•••eimae•• (lIar.~.lcy, GAD MId EJRI) ar. ba••d on oue-oi-date

daea.

After rejecting Warshawsky's estimate due to the serio~ proble.. noted

above, there still remains the question of why the GAO and !BRI estimates

are both slightly higher than the Godvins e.tiaaee of aggregate SFAS 106

costs. 'nle siJaple explanation for this 18 that retiree ..dical plans have

changed substantially, between the tiM the data was gathered for the three

estimates noted above (1988), and the tiM period for which plan provision

data wa. collected for the Godvins study (1990). In fact, according to the

Hexitt ",sociatts 1990 Survey of Retiree Ktdical 'eneflU, 70' of all

surveyed coapanles changed their retire...dical plans in 1988 or 1989.

'nl~, the Godvins e.tiaat. muat be regarded a• .cre accurate beca~e it

~es .cr. recent infol"aatlon.

16 o-Il Ac CM"';D, Office, Employee ..fica, -Ex.. of CaaIpeDieI' RMiJw Hell... CoYwaae,
OAOIHJU).9().92, Marda 1990.
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SECTION III

"'PONS! TO 0IJlCTIONS BlGAlDIIC HACJQ!CONQIIC ARALTSIS

A. K'thodo1olT and Choic, of Iod,l

HCl and AT&T rais. thr.e que.tion. about th, choic. of a ..cro.cono.ic lIode1 and

itl use in e.tiaating the impact of SFAS 106 on GNP-PI.

leI Con1j,ntion •
(Page 31)

"'POUIt -

ICI ConCwigp 
(Page 32)

"Such a .odel, in It. final fo~, 1. nothing 1I0re than a
.o_what advanced .preauh••t IIOdel. 'ftl1l cannot be
vitw.d a. an obj,ctiv. for,ca.tina tool, but rath.r a. a
..ani to l'litt-iz. ov.rly .t.pli.tic calculation.."

By calling the Go4vinl IIOdel a ".o.-what advanc.d

.pr.adlheet IIOde1", Hel ..ana that the IIOdel is us.d to

p.rfor. "what if" .x.rci.... But a "what if" ex.rci•• i •

• xactly what is required to .tucly the impact on GNP-PI of

the introduction of SFAS 106. To calculate the

diff.rential impact of SFAS 106, w. n••d to a.k~

happ.n. to th, value of GNP-PI if SFAS 106 1a introduced."

AQy ,cono.ic Meltl, ,v.n a larg.-scale co...rc1al

.conoa.tric for.ca.tinl IIOdel, would have to b. put through

a "what if" .x.rcis. to det.rain. the t.pact of SFAS 106.

'ftl. criticisa of the Go4vin. IIOdel for b.ing us.d to

perfora "what If" .x.rci.e. 1. unwarranted.

·US'fA contenu that the IIOdel, while not b.lng us.ful for
for.ca.tine ..cro.conoaic activity. can .o_how b. us.d for
for.c..tinl the diff.r.nc.. in ..cro.conoaic activity
dep.neling on a .hift In an Ixol'nous variable (the
.altipUcativ. t.ra us.d to adjust labor co.t. for the
SFAS-I06 t.pacts.)·1 [footnote not r.p.ated h.r.] 'ftlis
dlltinction 1a artificial- -if a IIOdel cannot b. reli.d upon
to for.ca.t the int.ractions within the .conoay, how can it
b. utiliz.d to pr.dict the diff.r.nc.. due to so..
alt.ration to on. value within the IIOdel?·
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I."Pon" - To appreciate the distinction that Mel alserts is

artificial, consider a siJlple example fro. outside the

real. of regulation or economics. Suppose you are planning

to take a 500-mile trip by car and you are concerned about

how long the drive will take. The length of tae will

depend on the weather, road constructions along the way,

traffic, accidents along the way, whether your car has

..chanical trouble, and so on. Ovitl& to the various

unpredictable factors, any forecalt of the duration of the

trip ..y well be in error by an hour or more.

Now .uppo.e that in planning your trip you want to know how

INCh driVing ti.. you can .ave by packing lunch to eat

while driving. If lunch at a fa.t food re.taurant takes

about half an hour, you e.tiaate that packing lunch .a~s

about half an hour. Thb infonMd gue.s can be ..de

without havitl& to (1) predict the overall duration of a

trip that include••toppitl& for lunch; and (2) predict the

overall duration of a trip that doe. not include .topping

for lunch. You can avoid all of the complicating factors

involved in trying to predict the overall duration of the

trip. The prediction of the effect on duration of stopping

for lunch ..y not be exactly ri&ht. (Indeed if you pack

lunch rather than .top for lunch, you will never know if

your prediction wa. ri&ht.) However, the forecast error of

the effect of stopping for lunch 11 likely to be much

_Uer than the foreca.t error for the overall duration of

the trip.

Thh exaaple illu.trate. that when e.tiaating the effect on

a variable caused by a particular event, it 11 not

nece••ary to forecast the actual value of that variable.

The Coc1vin.t model calculate. the effect of SFAS 106 on

GNP-PI without having· to foreca.t the actual level of

GNP-PI.
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At&t Cgnt.ntlgn 
(':)age 10)

'''Pon'' -

~S.cond, Godwin3 offers no •• thodology to test the validity
of the macroeconomic mod.l's results ... If the model
parameters and equations do not ad.quate1y describe real
world data, then any predictions it giv.s are of little
value. ~

Th.s. comments raise two separate qu.stions: (1) do the

~del's paraa.ters and .quations adequat.ly describe real

world data? and (2) how can on. t.st the validity of the

~del's r.sults about the i~act of the introduction of

SFAS 106? In answ.r to the first qu.stion, the aodel' s key

paraa.t.rs do d.scrib. real world data. Th. inputs to the

~del consist of 6 n~rical par...t.rs. Two parameters

..asur. the share of labor cost in total cost, and the

bas.lin. valu.s of th.s. paraaet.rs w.r. chosen to match

the actual share of labor cost in total cost in the Unit.d

Stat.s. On. paraa.ter ..asur.s the sharf of private s.ctor

~loyaent cov.red by SFAS 106 b.n.fits, and the value of

this paraaet.r was chos.n to r.fl.ct the fact that of the

95.8 million private s.ctor .~loy••s, 30.7 million are

.ligibl. to have a portion of th.ir ••dical costs in

retir...nt ••t by th.ir .~loy.r's ..dical plan, subj.ct to

SFAS 106. A fourth param.t.r ..asur.s the p.rc.ntal' by

which SFAS 106 dir.ctly incr.as.s the labor costs of

.-ploy.rs that off.r post-r.tir nt ..dical b.n.fits. Th.

baa.line value for this par t.r was bas.d on the

.xt.nsiv. actuarial study in the Godvins '.port. A fifth

par...t.r is the wal' .lasticity of labor supply, and as

di.cuss.d on pal' 30 of the Godvina '.port, the value of

thi••lasticity was bas.d on a publish.d su.aary, by Mark

1. Killinlsworth, of the .xt.nsiv••conoaetric lit.rature

on the .lasticity of labor supply. A sixth paraaeter, the

pric••lasticity of demand, was not bas.d directly on a

sp.cific s.t of data or a sp.cific s.t of .conometric

studi.s. How.v.r, .conoaetric studies of d...nd for

various 100ds t.nd to find pric••lasticiti.s on the order
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of on., or smaller. (For example, on p.g. 16 of its report

sub.itted in opposition to the dir.ct c•••• , ETI cites a

pric. elasticity of demand of 0.723 for interstate switched

acce.s, in a study by J. G.tto et. al. of AT&T.)

Exp.ri••ntadon with the 1I0del rev.aled that (1) the

r.sult. of the .od.l are not v.ry ••nsitive to the price

.l••ticity of dellAnd; and (2) higher value. of the price

el••ticity of dellAnd tend to incr•••• the c.lculated impact

of SFAS 106 on GNP-PI. To suard ag.inst undar.tati~g the

t.pact on GNP-PI of the introduction of SFAS 106, it wa.

decided to use a value for thia p.raaeter that likely

over.tat•• the true v.lue, .0 • v.lue of 1.5 wa. us.d in

the b••eline ca•• , a. explained on p.ge 29 of the Godwins

aeport.

'nle .econd que.tion, which concerna te.ting the IIOdel'.

r ••ult. about the t.p.ct of SFAS 106, is a conceptual

que.tion that would confront ADX IIOd.l, not just the

Godwina IIOdel, used to ••tillate the t.pact of SFAS 106 on

GNP-PI. M AT&T point. out on p.g. 10, -there is no w.y to

indep.nd.ntly verify by ob.erv.tion the true ch.ng. in

GNP- PI due to SFAS 106 .v.n .ft.r SFAS 106 goe. into

effect.- 'nlis quoted sentence i. corr.ct, but notic. th.t

thia .entenc. is independent of the choic. of • IIOdel. A.

explained in the Kay, 1992 Godvins ae.pons. to Paragraph 16

of the FCC Order of Inve.tig.tion and Suspen.ion (p. 7), it

i. t.po••ible to dir.ctly ob.erve the t.p.ct of SFAS 106 on

GNP-PI, ev.n aft.r the fact, bec.use w. h.v. no w.y to

directly ob••rv. wh.t GNP-PI would Mve been in the ab.ence

of SFAS 106. 'nli. problem i. f.ced by predict.d change.

bu.d on econolletric IIOdel. •• w.ll a. chang.s b••ed on

quantit.tiv. cl••sic.l general equilibrium IIOdels, such as

the one used in the Godwina aeport.
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AT&T (p. 10) goes on to point out that "standard economic

practice is to perform tests whenever a model is ba.ed on

e.timates to see how clo.ely the mo~el mirrors actual

data. " For example, large-scale co...rcial econometric

foreca.ting models are d.signed to for.cast the values of

various macroeconomic variabl... Then th. actual values of

the•• variable. are compared to the value. foreca.ted by

the IIOdel, and the difference between the actual and

foreca.ted value. i. called the forecut errqr.

Stati.tical properties of foreca.t error., .uch a. the root

..an square error or the ..an ab.olute foreca.t error, are

then calculated. Although this .tathtical analysis of

forecast. i. commonly applied to large-.cale econo..tric

models, one should not be mi_led into thinking that the.e

analys.s can te.t the vaUdity of a IIOdel' s prediction

about a change in a IIAcroecona.ic variable (such ••

GNP-PI), when .0.. a.pect of the IIOdel is changed (such a.

the introduction of SFAS 106). Stati.tical properties of

foreca.t .rror. can be used to te.t the accuracy of

cpnditional foreca.tsU , but do not addre•• the que.tion of

the IIOdel' s accuracy when predicting the effects of a

change in the model'. input•.

lie are faced with a choice between a quantitative classical

seneral equllibriUII IIOdel of the .ort used in the Gociwina

Report and a large-scale co-.rcial econometric foreca.ting

__1. Neither type of IIOdel ha. been tested for the

validity of the predicted IIAcroeconomlc effect. re.ulting

froa the introduction of SFAS 106. loth type. of IIIOdel5

17 Calditioaal forecau 1IIe ..'..... future valuel of VIriouI iIIpu&I to tbe 1IIDdeI, md lbua ue
-coaditioaal- OIl tbeIe IM" ..... future val...
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"fit" their key parameters to real world data:

quantitative classical general equil1briWl 1I0dels base

their parameters on independent econometric studies and/or

calibration of certain parameters to llake the values of

certain variables match actual data; econometric lIodels

estillate the values of their parameters econometrically.

Which type of model should ve uae7 'nle Godvina Report

lists five desirable criteria for a model to be uaed to

study the impact of SFAS 106 on GNP-PI. The quantitative

classical general equilibrium model in the Godvins Report

satisfies all five of these criteria, but as explained 1n

the May, 1992 Godwins Response to Paragraph 16 of the FCC

Order of Investigation and Suapenaion, large-seale

co..ercial econometric forecasting models fall to satisfy

at least two of these criteria.
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B. Sen.it1yity

AT&T raised three questions about the sensitivity of the results.

AT&T Contention 
(Page 10)

lluponst -

-Third, the v.lidity of the macro.conomic model is further
c.ll.d into qu.stion b.c.u•• of the gr••t ••nsitivity it
.xhibit. to ch.nges in •••umptions. For example, altering
the b•••lin••s.umption of l.bor .l••ticity from zero to an
.l••ticity of 0.1 incr••••• the i~.ct on GNP-PI by more
than 400t (. 0.0642' i~.ct v•. the 0.0124t b... case
~.ct. )-

In judging wh.th.r the diff.renc. b.tw••n 0.0124' and

0.0642t i. l.rg., it i. i~ort.nt to look .t the magnitud.s

involv.d. Both of th••• nuab.r••r•• tiny fr.ction of l

p.rc.nt. Tru., the l.rg.r of th••• two numb.rs i. 5 tim••

as l.rg••• the ,maller nuab.r, but both of th••• nuab.rs

.r•••••nti.lly z.ro, and five ti... z.ro i ••ti11 z.ro.

To ••• th.t th.r. i. no ••••nti.1 diff.r.nc., suppose th.t

in the .b••nc. of SFAS 106, GNP-PI would h.v•• v.lu. of

125.0. A 0.0124' incr.... would re.ul t in • GNP -PI of

125.0155, wh.r•••• 0.0642t incr•••• would result in a

GNP-PI of 125.0802. GNP-PI 11 only r.port.d to on. decillal

pl.c., so the .ll'g.d -gr••t ,.nsitivity- .-aunts to the

diff.r.nc. b.tw••n 125.0 .nd 125.1 for GNP-PI. Rath.r th.n

100kina unst.bl., the re.ult••pp••r r • .,rkibly robust to

thi. chang. in p.ram.t.r v.lu•.

lnat••d of focusing on the ,.naitivlty of the GNP-PI

.ff.et, one 1I1gbt w.nt to focus on the p.rc.nt.g. of

additional SFAS 106 co.t. -to b...t frca oth.r .ourc.,

r.port.d in columna h••dld (c) in the ••naitivity .naly,i.

on p.g. 41 of the Godwlns ll.port. This nuab.r is the

-botto. lin.- nuab.r. M .hown on P'I' 41, in the b•••Une

c••• , the portion of .dditlonal SFAS 106 co.t. to b. lIet

froll oth.r sources is 84.8'; iner•••lng the l.bor supply
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AT&T Contention .
(Page 11)

'uponlt .

ela.ticity to 0.1 reduce. this number to 84.1'. Again. the

re.ults are remarkably robust.

"Koreover. Godwins' analysis looks at changes in parameter
values on a 'one at a time' basis (p. 38)."

Section IV of the Godwiu. aeport i. devoted entirely to

.eu.itivity aO&lysis, and it pre.ent. two tables of results

(page 39 and page 41). The table on page 39 focuses only

on the .eu.itivity of GNP·PI to change. in parameter

value., and examines the.e change. in parameter value. one

at a tille. However, the table on page 41, which s~r1zes

the .enaitivity ao&ly.i. for the overall results, does DQ£

look at parameter change. one at a time.

Why does the table on page 39 focus on changes in paraaeter

value. one a time? It vas recognized at the outset that

there are 648 po•• ible coghiO&tiona of parameter values.

Rather than grind throu&h all of these combinatiou., it was

decided to first examine the effects of changes in

parameter value. one at a time to learn which parameters

have the large.t impact on GNP·PI. Aa .hown on page 39,

the direct impact on labor cost. in sector 2 and the labor

supply elasticity are the two par...ters for which GNp·PI

exhibits the most seu.itivity. Then, having learned that

GNP-PI exhibit. the greatest senaitivity to the.e two

parameter., the seu.itivity analysis for the overall

re.ult. on page 41 examine. all combiO&tiou. of these two

paraaeters.

18 IDcludiq tbe ....liDe val... tbe 00dwiDa Report g.mjned:

2 val.. of tbe price eluticity of degwnd;

3 val.. of labor Ibare ill total COIl, sector 1;
3 val.. of labor Ibare ill total COIl, -=tor 2;
3 val.. of fnctiaa of labor employed ill -=tor 2;
3 val.. of cIirect impact ma labor COllI ill~ 2;
" val.. of labor IUpply eluticity

ThUi. there are 2 x 3 x 3 x 3 x 3 x " • 648 c:ombiDatioaa of pII'IIDIMr val...
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AT&T Cont.ntion 
(Pages 12-13)

It still does not seem to b. worthwhile to grind through

all 648 combinations. but, in response to AT&T's comment,

additional sensitivity analysis was performed to explore

p.rameter values th.t le.d to low v.lues of the p.rcentage

of additional SFAS 106 cost. to be met from other sources

(which is 84.8' in the ba.eline c••e). Th. additional

••n.itivity .naly.is wa. p.rfot'1led •• follo".: Four of the

p.ram.ter. w.r. ..ch ••t .t the v.lu. th.t l.d to the

l.rg••t incr•••• in GNP-PI wh.n the p.ramet.rs were varied

one .t • tLm.. (Pric••l ••ticity of demand - 3.0; sh.re of

labor cost. in tot.l COlt, ••ctor 1 - 0.78; sh.r. of labor

co.t. in tot.l co.t, s.ctor 2 - 0.78; initi.l fr.ction of

l.bor employed in s.ctor 2 - 0.4.) While these four

. p.r_eters w.r. s.t .t v.lu•• th.t individually contributed

to the l.rg•• t imp.ct on GNP· PI , ••ch of the four v.lu.s of

the l.bor supply .l••ticity w•••xaain.d in collbination

with e.ch of the thr•• v.lu•• of the direct imp.ct on l.bor

COlts in ••ctor 2. Th. r.lults of this addition.l

••n.itivity analylil .r. r.port.d in Appendix C. Notice

th.t the 10w'lt v.lue obt.in.d for the p.rcent.ge of

.dditional SFAS 106 COlts to b. met fro. oth.r source. is

60.it. This numb.r W.I obt.in.d by collbining unlikely and

.xtr... v.lu.s of all 6 p.ramet.r.. Th. ch.nc. th.t all 6

of th... p.rameter. st.\.\ltan.ously tak. on such extr...

v.luel i •••••nti.lly n.glilibl.. Wh.r••• the finding in

th. Godwins Report th.t 84.S\ of additional SFAS 106 costs

nled to b. ..t fro. oth.r sourc.. .hould b. r.g.rded as a

cons.rvativ••stimat., the 60.1\ figure should b. r'l.rd.d

.. an unr.ali.tically low undtr•• tiJlat. of the &IIOunt

requiring r.cov.ry fro. other sourc••.

-Bec.use the SFAS 106 .ccrual i. inh.r.ntly impr.cis. and
....ur•••nt of its imp.ct on the .conoay is extre••ly
difficult to ••sess, it i. not pos.ibl. to pr.dict the full
.xt.nt th.t SFAS 106 will .ff.ct pric.. in the .conomy
I.n.r.lly (•• both Godwins .nd NEllA att.mpt to do). *"
[footnote o.itt.d]
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Response - The Godwins Report explicitly recognizes that there are

uncertainties aaaociated with the calculation of the

effects of the introduction of SFAS 106, and deals with

these uncertainties in two ways: (1) whenever a decision

needs to be made about the numerical value of some data or

parameter, the Godwin. Report alwaya attempts to err on the

aide of overstating the impact on GNP· PI of the

introduction of SFAS 106. In the macroecono.ic analysis.

this conservative approach is repre.ented by the choice of

b..eline values of the price elasticity of demand and the

labor supply elasticity that are likely to be higher than

the true value. of the.e parameter., a. explained on pages

29 and 30, re.pectively, of the Godwins Report. (In the

actuarial analy.is, this .... conservative approach is

noted in footnote 4 on page 16 of this Report.) This

conservative approach len" additional .upport to the

finding that SFAS 106 will have a tiny effect on GNP· PI ,

because even the slI&n effect predicted by Godwins is

probably an oventatement of the true effect. (2)

aecognizing the uncertainty a••ociated with the data and

parameter., Godwins devoted an entire .ection of its report

(Section IV) to .ensitivity analysis. Again, the

sensitivity analysis len" additional .upport to the

conclusion that the introduction of SFAS 106 ha. only a

tiny effect on GNp·PI.
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C. D.tail. of Specification of th. Macroeconomic Iod.l

Mer raised three questions concerning the detailed specification of the model.

lICI Contention 
(Page 32)

luponu -

MCI Contention 
(Page 33)

lupODU -

MCI asserts that the USTA model assumes among other things
·p.rfect substitutability of capital and labor. ft

This as••rtion is plain wrong. Th••ost co~n lIeasure of

the sub.titutability of c.pital and l.bor is the elasticity

of .ubstitution b.tw••n c.pit.l and l.bor. ·perfect

.ub.titutability· describ.s the situation in which the

v.lue of this .l.sticity of .ubstitution i. infinit.. In

the USTA .0de1 , the v.lue of this .lasticity of

.ub.titution is equal to on., r.th.r th.n infinity, as

impli.d by MCI's ••••rtion.

MCl state. (correctly) that the IIOd.l ·h•• no international
••ctor.·

Ev.ry .cono.ic IIOd.l i. a .implification of reality. As a

practical IIItt.r, • us.bl. IIOdel .ust ignore IIIny a.p.cts

of reality. The skill in building a good .odel rests in

including tho.e asp.ct. of r ••lity th.t are quantitatively

import.nt for the i.sues b.ing .tudied, and in ignoring

those a.p.cts of re.lity that .r. less quantitatively

t.port.nt for the is.ue. b.ing studi.d. D.spit. all the

.tt.ntion th.t int'rnAtional tr.d••nd for.ign comp.tition

r.c.iv. in the pr••• , it .ust b. r ••••ber.d that

int.rnational tr.de i•••mall part of U.S. GNP. In 1991,

n.t .xport. w.re .qual to 0.5. of GNP in th. U. S. (net

.xport. w.r. n.gativ., .0 it i. the magnitude, or ab.olute

valu., of net .xport. that wa. 0.5' of GNP). Even looking

at gro.. trade flow. rather than the net flow, imports

account.d for only 10.9. of GNP, and .xports accounted for
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KCl Contention 
(P.ge 33)

'''Pon'' -

only 10.4' of GNP in 1991. Thus, the inclusion of an

international sector did not seem important to study the

impact of SFAS 106, and there is nothing convincing in the

Mel statement th.t would lead to revising this judgment.

·Finally, although the .odel is att••pting to review a
dyn.-ic phenomenon. the .tructure of the .od.l is static in
fOrDI. •

Rather than b.ing • w.akn•••• the .tatic nature of the

model i•• virtu.. Th.r. i. quit. a bit of di••gr••••nt

among macro.cono.ists .bout the short-run dynamic b.h.vior

of the macro.conomy, .nd inde.d .cono.ists se.a to have a

lot of trouble pr.dicting short-run dyn.-ic b.h.vior, such

as turning point. in the busine.s cycl.. B.cause the

pr.diction of short-run macro.cono.ic behavior is so

difficult, it was d.cided to avoid this task, and instead

to analyze the ultimate .ff.cu of SFAS 106 wh.n the

econoay r.aches a new equilibrium. A static .odel, which

simply avoids difficult .hort-run dynamics, is appropriate

for analyzing the ultimate eff.cts of the introduction of

SFAS 106. As stated in the Godwins Report (p. 26), "The

model 11 best viewed as a long-run model that fully

incorporates the .ff.cts of SFAS 106." An additional

aavantag. of focusing on the ·long-run· or full .ff.ct of

SFAS 106 is that it probably overstates the short-run

t.pact on GNP-PI of the introduction of SFAS 106 because.

owing to various lags in the .cono.y's adjustment process,

short-run eff.cts ar. g.n.rally s..ller than long-run

.ff.cts. This likely ov.rstatement of the impact of SFAS

106 is consistent with the cons.rvativ. approach of the

Godwins R.port, which is to guard against understating the

impact on GNP-PI of SFAS 106.
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D. ' ••pgo•• to Comment. of Independent Micxoeconoai.t on the Hodel
and its 'uult.

The statement below represents the entire commentary on the macroeconomic model

by an independent economist engaged by KeI.

lIeI (Drllen) 
(Pages 8-9)

'uPon" -

-Th. USTA study also presents a macroeconomic model to
•• timate the effect of SFAS 106 on the GNP Price Index
(GNP-PI) to ••• what fraction of co.t. will b. r.covered
via the increase in GNP-PI. Th. macro.conomic model 1s
th.or.tically corr.ct, but a v.ry hi&hly .1aplified and
ab.tract model of the U. S.•conollY. For 'Xlllple, there are
a••WIled to b. only two agr.gate factors of production,
total capital and total labor, and the whole .conomy is
a••uaed to b. p.rfectly cOIlp.titiv.. H.nc., the tru•
• ff.ct of SFAS 106 on the GNP-PI may be significantly
diff.rent (in a statistical s.n•• , though probably not in
order of magnitude) than the figure of 0.0124' that is
pr•••nted. The true eff.ct on the averag. wage rat. in th•
• conomy may also b. v.ry diff.r.nt than what the v.ry
siaple macro.conomic model pr.dict., both 1n term. of
statistical significance and in terms of order of
magnitude.-

Thi. statement il cl.arly and carefully written by Allan

Drazen, a well-respected economist. The remarks below are

pr•••nted to help non-econom1sts interpret some of the

.conomic jargon u.ed by Drazen.

Draz.n'. a••ertion that the -macroeconomic model is

db.or.tically correct- should b. regard.d al praise, since

dbb judpent co... from a macro.conom1st who ha. published

.any of hi. own theoretical model.. To an economist, the

.tat._nt that the model is th.or.tically correct indicates

that db. basic economici und.rlying the model 1s lound, and

that the IIIthematical formulation of the J!lOdel is an

appropriate formalization of the economics.

Although Drazen certifie. the model a. theoretically

correct, h. points out that it 1s ·v.ry highly sillplif1ed

and abstract.· Whether ·very highly siaplified and
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abstract" is • virtu. or a vic. d.p.n~ on the ben. fits and

dr.wb.cks associat.d with simplific.tion .nd .bstraction.

In this case, simplification and abstraction has the

b.n.fit of allowing the model to be a tractable

represent.tion of the i.portant econollic phenollena

a••oci.t.d with an incr•••• in l.bor costs, such a. that

•••oci.t.d with the introduction of SFAS 106. In .ddition

to promoting tractability, the st.plific.tion avoids the

po•• ibility th.t irr.l.v.nt co~lic.tiona so.ehow

contaminate the .odel'. re.ult•.

Oraz.n's It.te.ent focuae. on the dr.wb.cks of

st.plific.tion .nd .b.tr.ction in this c.... ~ will be

.xpl.ined below, a c.reful r ••ding of Or.zen's st.te.ent

indic.tes th.t h. thi~ th.t, despite the si~lific.tion

.nd .bstraction, the Godwins model produc.d essenti.lly the

ri&ht .nswer for the .ff.ct on GNP·PI, but he hal .0..

doubt .bout the .ffect on the v.ge r.te.

Th. key to under.t.nding Oraz.n's st.te••nt li•• in the

p.r.nth.tic.l st.te.ent in the quote "may be signific.ntly

different (in. st.tistic.l s.ns., thou&h prob.bly not in

order of magnitude)". Econo.ists often distinguish between

two concepts of signific.nce: st.ti.tic.l signific.nce vs .

• conollic signific.nce. For inst.nce, the true effect of

so_thing is s.id to b. st.tistic.lly signific.ntly

diff.r.nt froll the e.t1llat.d .ff.ct if .cono_tric .nd/or

statistic.l .nalys.s indic.te that v. c.n h.v. • hi&h

degr•• of confidence (uaually 95' confidenc.) that the true

.ff.ct is diff.r.nt froll the ••timat.d .ff.ct. It is

po.sibl. that the .st1llat.d .ff.ct is v.ry close to the

true .ffect, .nd yet st.tistical anel/or econometric ..ethods

may detect. st.tistic.lly significant diff.r.nc.; in this

c•••••conollists would describe the diff.r.nc. as
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statistically

significant.

significant, but not econollically

Drazen's statement indicate. that the true effect of SFAS

106 on GNP-PI may be statistically significantly different

- - but not economically significantly different - - froll the

effect e.timated by the GodwiM model. He .tates that the

true effect on GNP-PI i. probably not different, in order

of magnitude, froll the 0.0124' effect e.tillAted by Go~wins.

'nlat is, the order of II&gnitude of the GodwiM e.till&te is

tiny, and Drazen doe. not dispute the finding of a tiny

effect on GNP-PI.

The calculated effect of SFAS 106 on the wage rate is

almost two orders of II&gnltude larger than the calculated

effect on GNP-PI, and Drazen sUlle.t. that the true effect

on the wage rate lI&y differ froll the calculated effect,

both in term. of statistical .ignificance, and in term. of

order of II&gnltucie. However, he doe. not indicate whether

the effect calculated by GodwiM i. likely to be too large

or too slI&l1.

To .u.urize, Drazen' S re..ru about the II&croeconollic

re.ult. of the GodwiM aeport .erve a. much to bol.ter the

re.ult. as to challenge the.. Drazen pronounce. the

IIAcroeconolllc model to be theoretically correct and he

note., but does not challenge, the finding of a tiny impac t

on GNP-PI. Finally, he doe. not indicate whether his

doubt. about the effects on the vage rate would lead hill to

expect a larger or a slI&ller effect than i. found in the

Godwin. aeport.

-37-

/'IIt..(;oJu';ns----


